GM's Board of Directors at a time closer to GAEs das-
tribution af the solicitation statement. prospectus
pursuant to which GM stockholders will be asked o
approve the ransactuons.

The spin-oft of the Hughes defense business and
merger with Ravitheon would have an indicared toral
value of $9.5 billion to GM and its common stock-
haolders based on stock prices as of the announce-
ment date. That value would consist of a
combination of approximately $4.7 billion of total
debt obligations of the Hughes defense business at
the time of the merger, and $4.8 billion of indicated
value of Hughes defense stock to be distributed to
common stockholders (after giving affect to the
merger based on the market price of Ravtheon com-
mon stock as of the announcement date of $47.00).
The merger terms provide that the total debt of the
Hughes defense business will be adjusted to reflect
variations in the average market price of Raytheon
stock. subject to specified limits, so that the two com-
ponents of value will total $9.5 billion so long as such
market price is in a range of berween $44.42 and
$54.29 per share. Substantially all of such debt would
be mncurred immediately prior to the spin-off, with
the proceeds used principally to fund the telecommu-
nications and space business of Hughes.

Consummation of the transactions described pre-
viously is subject to various contingencies, including
regulatory clearances and approval by GM common
stockholders. Additional information regarding these
planned transactions is included in Note 18 to the
Consolidated Financial Statements. These planned
transactions had no impact on 1996 financial results.

The planned transactions described previously are
intended to result in the achievement of several
strategic objectives. The merger of the Hughes
defense business with Raytheon would create a
stronger defense electronics company which would
be able to more effectively compete for new business

in an industry where significant consolidation is

occurring. At the same tume, the ntegration of
Delco Electronics and Delphi Automotive Systems
would combine advauced electronices capability with
components and svstems expertise. and would be
expected to result in reduced costs. Hughes
Electronics would continue to hold and operate the
telecommunications and space business. This would
allow Hughes management to focus on this business
segment and the capital infusion would allow it 1o
take advantage of growth opportunities in this very
competitive industry. The strategy of this business is
to continue to expand its offerings from being primar-
ilv a supplier of hardware to becoming a provider of
hardware and video, voice, and data services world-
wide. This strategy requires significant current and
future investment in order to maintain and enhance
the segment’s competitive position with respect to
existing products and to take advantage of the
growth opportunities presented, as well as the forma-
tion of strategic alliances to compete in the very

competitive global marketplace.
RESULTS OF OPERATIONS

Revenues. Hughes reported record revenues of
$15,917.9 million in 1996, a 7.5% increase over 1995.
Revenues in 1995 were $14,807.9 million, an increase
of 5.0% compared with 1994 revenues of $14,099.4
million. The increase in 1996 revenues was largely
the result of continued growth in the
Telecommunications and Space segment and
increased revenues in the Aerospace and Defense
Systems segment, partially offset by lower
Automotive Electronics revenues caused in part by
work stoppages at various GM production locations
during the year. 1995 revenue growth was driven by
the Automotive Electronics and Telecommunications
and Space segments. (Pro forma segment information

is presented on page 39).
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TELECOMMUNICATIONS AND Spach - Revenues in
the Telecommunications and Space segment were
$4.114.9 million 10 1996, a 35.1”» ;crease over 1995,
and $3,092.7 million 1in 1995, 2 19.1% increase over
1994 revenues of $2,596.2 million. The increases in
both years were primarily due to continued expan-
sion of the DIRECTV " subscriber base, increased
sales of commercial satellites and cellular communi-
cations equipment. and increased video distribution

revenues from Galaxy ' satellite transponders.

AUTOMOTIVE ELECTRONICS - Revenues in the
Automotive Electronics segment decreased 3.8% in
1996 to $5,350.8 million from $5.561.3 million in
1995. The decline was principally due to a decrease
in GM vehicles produced in the United States and
Canada (excluding joint ventures) primarily related
to the United and Canadian Auto Workers' (UAW
and CAW, respectively) strikes offset, in part, by an
increase in Hughes-supplied electronic content in
these vehicles from $888 per vehicle to $906 per
vehicle and an increase in international and non-
GM-NAQ sales from $841 million in 1995 to 1,010
million in 1996. Revenues increased $339.6 million,
or 6.5%, in 1995 from $5.221.7 million in 1994,
1995 revenue growth was attributed to an increase
in Hughes-supplied electronic content in GM vehi-
cles produced in North America to $888 in 1995
from $857 in 1994, and an increase in sales to inter-
national and non-GM-NAO customers to $841 mil-
lion in 1995 from $672 million in 1994. Vehicle
production remained relativelv unchanged berween

1994 and 1995.

AEROSPACE AND DEEENSE SYSTEMS - Aerospace and
Defense Systems segment revenues were 3$6,338.4
million in 1996, a 6.6% increase from 1995 revenues
of $5,945.4 million. The growth was primarily

attributable to additional revenues resulting from

the December 1995 acquisition ot Hughes Detense
Communications formeriyv Magnavox Electrome
Systems Company and the build-up ot newer pro-
grams mcluding Desktop V. Wide Arca
Augmentarion Svstem and Land Warnor. 1995 rev-
enues decreased $78.2 million. or 1.3%. from 1994
revenues of $6.023.6 million. The decline was prin-
cipally due to lower production rates on several mis.
sile programs, partiallv offset by the addinonal
revenues related to the 1995 acquisition of CAE-Link

Corporation.

OTHER INCOME - Included in revenues is other
income of $173.8 million, $93.6 million. and $37.1
million for 1996, 1995, and 1994, respectively. 1996
includes the $120.3 million pre-tax gain from the sale
of a 2.5% equity interest in DIRECTV to AT&T.
1995 and 1994 included pre-tax charges of $40.0 mil-
lion and $35.0 million, respectively, for the estimated
losses on disposition of certain non-strategic busi-
ness units. Also included in 1995 was $35.9 million

of revenue earned for providing services to GM.

Operating Profit. Operating profir was $1.594.3 mul-
lion in 1996, $1,667.3 million in 1995, and $1.630.4
million in 1994. Operating profit margins. as a per-
centage of net sales, were 10.1%, 11.3%. and 11.6%,
in 1996, 1995, and 1994, respectively. The decline in
profitability in 1996 compared to 1995 was primarily
attributable to the lower GM production volumes
related to the UAW and CAW strikes and continued
price reductions in the Automotive Electronics seg-
ment offset in part, by the increased profitability in
the Telecommunications and Space segment. Also
offsetting the 1996 decline in profitability were the
reduced operating losses at Hughes-Avicom
International, Inc. Operating profit improved in
1995 largely due to a continued emphasis on cost
reduction efforts, most notably in the Automotive

Electronics and Aerospace and Defense Systems seg-
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ments. and the overall growth in revenues. parually
offset by a planned increase in operating expenses
assoctated with DIRECTV. The 1995 operating
prohit margin decline was atrributable primarily to
the DIRECTV operating expense increase which
more than offset the margin improvements in the

two orher segments.

T FCOMMUNICATIONS AND Space - Operating
profit for 1996 was $259.8 million. a 37.3% increase
from $189.2 million reported in 1995. The 1996
increase was largely a result of the revenue increases
previously discussed and reduced mobile telephony
satellite development costs offset, in part, by operat-
ing losses related to the start of service by the
Company’s DIRECTV business in Latin America.
Operating profit in 1995 decreased 30.2% from 1994
operating profit of $271.0 million. The 1995 decline
in operating profit was principally due to increased
operating expenses associated with the expansion of
DIRECTYV and increased development costs on a
geostationary satellite mobile telephony product
line. Operating profit margins were 6.5% in 1996,
6.2% in 1995, and 10.3% in 1994. After 1996, operat-
ing profit margins in the Telecommunications and

Space segment are expected to increase as

DIRECTV's subscriber base grows.

AUTOMOTIVE ELECTRONICS - In 1996, operating
profit was $654.0 million compared with $869.0 mil-
lion in 1995. The decline was mostly due to the
reduced production volumes, continued price reduc-
tions resulting from competitive pricing in connec-
tion with GM'’s global sourcing initiative, and the
impact from continued investment in international
expansion. 1995 operating profit increased $74.2
million, or 9.3%, as compared to 1994 operating
profit of $794.8 million. The improvement in prof-
itability in 1995 was attributable not only to

increased revenues, but also an aggressive cost

reduction program

As the principal supplier of automotive clectron-
ics 1o General Motors” North American Qperations
unit (GM-NAO), Hughes sales ot automorive elec-
tronics will continue to be heavily dependent on
General Motors production of vehicles in North
Amenca. the level of Hughes-supplied electronic
content per GM vehicle. the price of such electron-
ics, and the competitiveness of Hughes' product
offerings. [n this regard. it is anticipated that com-
petition through GM’s global purchasing process
will negatively impact Hughes’ sales to GM-NAO
and result in a decline in the portion of GM-NAO
automotive electronics supplied by Hughes. The
segment's strategy is to aggressively reduce costs in
order to minimize the effect of continuing price
reductions and to manage the loss of GM-NAO
market share by offering competitive products
which increase electronic functionality through a
focus on safety, security, communications, and con-
venience. The segment will also seek to improve its
systems capability and cost competitiveness both
internally and by developing key design. manufac-
turing, and marketing alliances and other relation-
ships with mechanical and electrical automorive
component suppliers.

The international market for automotive elec-
tronic products is also highly competitive. The seg-
ment has refined its strategy for this market to focus
on profitable growth as well as increased market
share, and accordingly, will seek 10 enhance the cost
competitiveness of its international operations.

The competitive environment described above is
making it increasingly difficult to maintain the level
of operating profit margins realized in this segment
in the past. Beyond 1996, operating margins are
expected to be lower than recent historical levels as
price and volume declines associated with GM's
global sourcing initiatives more than offset Hughes’

ability to achieve cost reductions. In response to the
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incrca:s‘cd pressure on margins and to cenhanee
future competitiveness. management will take
action to reduce the cost structure of the business.
As a result of the tactors described above, the oper-
ating margin is expected to decline further in 1997
to low double digits, and then show modest

improvement in 1998 and 1999

Arrospact D Derexse Sysrens - Operating
profit was $694.7 million in 1996 compared to
$688.0 million in 1995 and $663.6 million in 1994.
The operating profit margin for 1996 declined to
11.0% from 11.7% in 1995 primarily due to a contin-
ued shift from production programs to engineering
and development programs, and growth in informa-
tion systems and services revenues. The operating
profit margin for 1995 increased to 11.7% from
11.0% largely due to a provision taken in 1994 for
certain air traffic control contracts, partly offset by
reduced revenues in 1995. Future operating profits
could be adverselv impacted by further reductions in
the U.S. defense budget.

Costs and Expenses. Selling, general, and adminis-
trative expenses were $1,505.6 million in 1996,
$1,234.2 million in 1995, and $1.018.3 million in
1994. The increases were principally due to the con-
tinued expansion of DIRECTYV, both in the US. and
internationally, and increased infernational sales
acrivities at Delco Electronics.

The effective income tax rate was 34.5%, 36.8%,
and 34.7% in 1996. 1995, and 1994, respectively. The
decrease in the effective income tax rate in 1996 was
due primarily to the favorable resolution of certain
tax contingencies while the effective income tax rate
in 1994 was favorably impacted by the recognition of

capital loss carryforward benefits.

Earnings. Hughes’ 1996 earnings were $1,151.2 mil-
lion, or $2.88 per share of GM Class H common

stock, compared with 1995 earnings of $1,107.8 mil-

y -

lion, or $2.77 per share. and 1994 carnings ot
51,0492 mullion, or $2.62 per sharve. Earmings in 1994
included the unfavorable edect of an accounting
change tor postemplovment benetits. Excluding the
accounting change, Hughes™ carnings in 1993 would

have been $1.079.6 million, or $2.70 per share

Backlog. The 1996 vear-end backlog of $t5.100 mil
lion increased from $14.929 million at the end of
1995, primarily due to record backlog in the
Aerospace and Defense Systems segment. 1995
year-end backlog increased from the $13.210 million
at the end of 1994, primarily due to increased satel-
lite orders in the Telecommunications and Space
segment. A portion of the backlog is subject o
appropriation decisions by the U.S. Government sub-
sequent to award. In addition, Hughes’ contracts
with the U.S. Government are subject to termnation
by the Government either for its convenience or for
default by Hughes. Sales to the U.S. Government
may be affected by changes in acquisition policies.
budget considerations, changing concepts in
national defense, spending priorities, and other fac-

tors that are outside of Hughes' control.

Special Provision for Restructuring. In 1992. Hughes
recorded a special charge of $749.4 million (after-
tax), for the restructuring of Hughes’ operations.
The special charge comprehended a reduction of
Hughes” worldwide employment, a major facilites
consolidation, and a reevaluation of certain business
lines that no longer met Hughes’ strategic objec-
tives. Restructuring costs of $92.4 million, $208.8
million, and $228.3 million were charged against the
reserve during 1996, 1995, and 1994, respectively. In
addition, in 1994, the restructuring reserve was
increased by $35.0 million, primarily due to changes
in the estimated loss on disposition of a subsidiary.
The remaining liability at December 31, 1996 of

$42.0 million relates primarily to reserves for excess
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tacihities and other site consolidanon costs.

7 Approximately $40.7 million of this amount will
require tuture cash outflows. It is expected that
these costs will be expended predominantly during

the next vear.

- Accounting Changes. Effective January 1. 1996,
Hughes adopted Statement of Financial Accounting
Standards (SFAS) No. 123, Accounting for Stock-
Based Compensation, and as permitted by this stan-
dard, will continue to apply the recognition and
measurement principles of Accounting Principles
Board Opinion No. 25 to its stock options. Hughes
has calculated the pro forma effects of applying
SFAS No. 123 and determined that such effects are
not significant in relation to reported net income
and earnings per share.

Effective January 1, 1996, Hughes also adopred
SFAS No. 121, Accounting for the Impairment of
Long-Lived Assets and for Long-Lived Assets to Be
Disposed Of. This Statement establishes accounting
standards for the impairment of long-lived assets,
certain identifiable intangibles. and goodwill related
to those assets to be held and used, and for long-
lived asserts and certain identifiable intangibles to be
disposed of. The adoption of this new accounting
standard did not have a material effect on Hughes'’
consalidated operating results or financial position.

Effective January 1, 1994, Hughes adopted SFAS
No. 112, Employers’” Accounting for Postemploy-
ment Benefits. The Statement requires accrual of
the costs of benefits provided to former or inactive
employees after employment, but before retirement.
The unfavorable cumulative effect of adopting this
Standard was $30.4 million, net of income taxes of
$19.2 million, or $0.08 per share of GM Class H
common stock. The charge primarily related to
extended disability benefits which are accrued on a

service-driven basis.

LIQUIDITY AND CAPITAL RESOURCES

Cash and Cash Equivalents. Cash and cash equiva-
lents were 51.161.3 million at December 31, 1996. an
increase of $21.8 million from December 31, 1995,
Operating activities generated cash of $1.199.4 mil-
lion as Hughes achieved another year of record
earnings. Additional cash was provided by proceeds
from the sale and leaseback of satellite transponders
with General Motors Acceptance Corporation, and
proceeds from the sale of a minority interest in
DIRECTV of $137.5 million. The increases in cash
were offset by the cash used to fund capital expendi-
tures, repay notes and loans payable and pay divi-
dends to General Mortors.

In 1995, cash and cash equivalents decreased
$362.3 million to $1,139.5 million at December 31,
1995, from §1,501.8 million at December 31, 1994.
Operating activities generated cash of $986.2 mil-
lion, however, cash used to fund capital expendi-
tures. pay dividends to General Motors, and acquire
new businesses more than offset the cash generated
by operating activities,

In the third quarter of 1996, Hughes reported
that cash flows in 1997 and beyond were expected to
be negatively impacted by a change in the credit
terms between Hughes and GM-NAO for purchases
of automotive electronics. With the announcement
of the planned transactions in January 1997, (see
Note 18 1o the Consolidated Financial Statements),
implementation of the change in credit terms has
been deferred pending the consummation of such

planned transactions.

Liquidity Measurement. As a measure of liquidity,
the current ratio (ratio of current assets to current
liabilines) was 1.69 at December 31, 1996, 1.58 at
December 31, 1995, and 1.76 at December 31, 1994.
The increase from 1995 to 1996 was principally due

1o the repayment of certain notes and loans payable.
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The decrease trom 1993 1o 19935 was principally due
to the decrease in cash described above and increases
in the notes and loans pavabice balance, primarily
caused by a foan related to an acquisition. (See Note

13 to the Consolidated Financial Statements.

Property and Equipment. Property. net of accumu-
lated depreciation, increased S147.4 million in 1996
while telecommunications and other equipment,
net of accumulated depreciation, decreased $41.6
million, primarily due to the sale and leaseback of
GUIR which more than offset additional expendi-
tures related to the Galaxy satellite fleet.
Expenditures for property and equipment were
$652.3 million in 1996 compared with $545.7 mil-
lion and $490.5 million in 1995 and 1994, respec-
tively. Management anticipates that capital
expenditures in 1997 will increase approximately
$100 million over 1996 and will be financed primar-
ily from cash provided by operaung activities.
Telecommunications and other equipment
expenditures were $187.9 million in 1996 compared
with $274.6 million and $255.8 million in 1995 and
1994, respectively. Management anticipates that
telecommunications and other equipment expendi-
tures in 1997 will increase significantly compared
with 1996 and will be financed primarily from cash

provided by operating activities.

TELECOMMUNICATIONS AND SPACE - Capital expen-
ditures, including expenditures related to telecommu-
nications and other equipment, increased to $449.8
million in 1996 from $436.5 million in 1995 and
$399.3 million in 1994. The 1996 capital expenditures
increase reflects additions to the Galaxy satellite fleet
and construction of the California Broadcast Center,
an uplink faciliry that supports Hughes' DIRECTV
business in Latin America. The increase in 1995 was

due primarily to additions to the Galaxy satellite fleet.

Avtovomvr ELecrroNies - Capital expenditures
decreased to $196.0 million in 1996. compared with
$264.7 million in 1995, and $166.4 million in 1994,
The decrease in the 1996 capital spending reflects
the impact of delavs in engineering capital expendi-
rures and the higher than normal level of expendi-
tures in 1995. The ncreased capital spending in
1995 reflects expenditures for additional program
requirements related to new product changes associ-
ated with the 1996 mode! vear combined with a

decrease in tooling cost recoveries.

AEROSPACE aND DEFENSE SysTEMS - Capital expen-
ditures in the Aerospace and Defense Systems seg-
ment for 1996, 1995, and 1994 were $171.1 million,
$109.8 million. and $159.5 million, respectivels. The
1996 increase relates to capital expenditures to sup-
port expanding business requirements. The 1995
decrease was due to the high level of expenditures in
1994 related to the consolidation of facilities in an
effort to increase the operational efficiencies of

manufacturing and engineering activities.

Debt and Capitalized Leases. Long-term debr and
capitalized leases were $34.5 million at December
31, 1996, a decrease from $258.8 million at
December 31, 1995, and $353.5 million at December
31, 1994, reflecting scheduled principal repavments
and the reclassification of certain amounts 1o cur-
rent liabilities. The ratio of long-term debt and
capitalized leases to the total of such debt and pro
forma stockholder’s equity decreased to 0.5% in
1996 from 4.4% in 1995 and 6.6% in 1994.

As discussed further, additional debt will be
incurred in conjunction with the PanAmSat
merger. It is anticipated that a portion of this debt
would be repaid from cash expected to be received
pursuant to the planned transactions. (See Note 18

to the Consolidated Financial Statements.)
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Other Balance Sheet ttems. In ¢valuating both its pen-
sion and retiree medical labilities, Hughes recognizes
the imipact of changes i long-lerm interest rates by
adjusting the discount rate used in determining the
actuarial present values of the projected benefit ablig-
ations. In 1996, the weighted-average discount rate
for Hughes’ non-automotive pension obligations
increased from 7.25% to 7.5% and the weighted-aver-
age discount rate for Hughes' other postretirement

benefits increased from 7.25% to 7.56%.

Acquisitions and Divestitures. [n December 1996,
Hughes announced that it had reached an agree-
ment 10 acquire the Marine Systems Division of
Alliant Techsystems, [nc. for $141.0 million in cash.
The Marine Systems Division is a leader in light-
weight torpedo manufacturing and the design and
manufacturing of underwater surveillance, sonar
and mine warfare systems. The acquisition was
completed in the first quarter of 1997.

In September 1996, Hughes and PanAmSar
Corporation entered into an agreement to merge
their respective satellite services operations into a
new publicly-held company. Hughes would con-
tribute its Galaxy satellite services business in
exchange for a 71.5% interest in the new company.
Current PanAmSat stockholders would receive a
28.5% interest in the new company and $1.5 billion
in cash. Such cash consideration and other funds
required to consummate the merger are expected 1o
be funded by new debt financing totaling $1.725 bil-
lion. This debt financing is expected to be provided
by Hughes, which currently intends to borrow such
funds from General Motors.

For accounting purposes, this transaction would
be treated as a partial sale of the Galaxy business by
Hughes and would result in a one-time, nonrecur-
ring gain. The amount of this gain depends on sev-
eral variables, but is expected to be between 3400

and $600 million before tax. PanAmSat is a leading

provider ot international satellite services. The
cransaction. which is contingent upon receving ¢er-
tain regulatory approvals, is expected o close during
the second quarter ot 1997

In March 1996, Hughes sold a 2.5% equaty inter-
est in DIRECTV. a whollv-owned subsidiary of
Hughes, 1o AT&T for $137.5 million. with oprions

to increase their ownership interest under certain

conditions. The sale resulted in a $120.5 million pre-

tax gain which is included in other income.

In February 1995, Hughes completed the acquisi-
tion of CAE-Link Corporation, an established sup-
plier of simulation, training, and technical services.
primarily to the U.S. military and NASA. for $176.0
million. [n December 1995, Hughes acquired
Magnavox Electronic Svstems Company. a leading
supplier of military tactical communicarions, elec-
tronic warfare, and command and control systems,
for $382.4 million

During 1995, Hughes divested several non-strate-
gic enterprises resulting in aggregate proceeds of
approximately $127.2 million and a net gain of
approximately $21.9 million. Also in 1995, Hughes
recorded a $40.0 million charge for the estimated
loss on disposition of a business unit and completed
the divestiture of Hughes LAN Systems. for which a

pre-tax charge of $35.0 million was taken in 1994,

Dividend Policy. As discussed in Note 7 to the
Consolidated Financial Statements, it is GM's cur-
rent policy to pay aggregate annual cash dividends
on the GM Class H common stock approximately
equal to 35% of the Available Separate Consolidated
Net Income of Hughes for the prior year. In
January 1997, the Board of Directors of GM
increased the quarterly dividend on GM Class H
common stock from $0.24 per share to $0.25 per
share. It is anticipated that if the previously
described Hughes transactions are consummated,

the General Motors Board of Directors will adopt a
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dividend policy relating to the new Class H com-
mon stock which the Board deems to be appropriate
in light of the capital needs and growth opportuni-
ties of the Hughes telecommunications and space
business and generally commensurate with that of
other companies in the telecommunications and
space business having similar capital needs and

growth opportunities.

Security Ratings. Hughes' security ratings are tied to
the security ratings of General Motors.

In October 1996, Standard & Poor’s Ratings
Services, a division of McGraw-Hill Companies, Inc.
(S&P), revised it§ outlook on Hughes from stable to
developing as a result of the uncertainty with
respect to GM's investment strategy related to
Hughes. S&P indicated that the developing outlook
reflects the possibility that if a significant change in
the relationship between GM and Hughes were to
occur, the credit quality of Hughes could be either
favorably or adversely affected. depending upon the
nature of the transaction pursued.

In November 1996 and January 1997, S&P
affirmed its long-term debt rating of Hughes at A-.
The S&P A- credit rating is the seventh highest
within the 10 investment grade ratings available
from S&P for long-term debt. based on a strong
capability to pay interest and repay principal,
although somewhat more susceptible to the adverse
effects of changes in circumstances and economic
conditions than debt in higher rated categories.
Additionally, S&P also affirmed its A.2 rating on
Hughes' commercial paper. S&P's ratings outlook

for Hughes remains developing.

In September 1996. Moody's Investors Service,
(Moody’s). confirmed the long-term credit rating of
Hughes at 3.3, seventh highest within the 10 invest-
ment grade ratings available from Moodyv's for long-
term debt. Moody's defines A_3 bonds as having
“upper-medium grade” quality. Moody's rating for
Hughes' commercial paper remained unchanged at
P-2. The rating indicates that the issuer has a strong
ability for repayment relative to other issuers.

Following GM’s and Hughes' January 1997
announcement with respect to the Hughes business
segments (see Note 18 to the Consolidated Financial
Statements). both S&P and Moody’s reaffirmed their
current ratings and outlook for Hughes' securities.
Moody's, however, put Hughes’ ratings on review
for possible downgrade.

Debt ratings by the various rating agencies reflect
each agency’s opinion of the ability of issuers to
repay debt obligations punctually. Lower ratings
generally result in higher borrowing costs. A secu-
rity rating is not a recommendation to buy, sell. or
hold securities and may be subject to revision or
withdrawal at any time by the assigning rating orga-
nization. Each rating should be evaluated indepen-

dently of any other rating.
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SUPPLEMENTAL DATA

The Consvlidated Financial Statements reflect the
application of purchase accounting adjustments as
described in Note 1 to the Consolidated Financial
Statements. However, as provided in GM's
Certificate of Incorporation. the earnings attribut-
able to GM Class H common stock for purposes of
determining the amount available for the payment
of dividends on GM Class H common stock specifi-
cally excludes such adjustments. More specifically,
amortization and disposal of these intangible assets
associated with GM's purchase of Hughes Aircraft
Company amounted to $122.3 million in 1996.
$159.5 million in 1995, and $123.8 million in 1994.
The 1995 amount included a $36.1 million charge.
included in other income, for the write-off of such
purchase accounting adjustments related to the dis-

position of certain non-strategic business units.
Such amounts were excluded from the earnings
available for the payment of dividends on GM Class

H common stock and were charged against the

earnings available for the payment of dividends on
GM’s $1-% par value stock. Unamortized purchase
accounting adjustments associated with GM's pur-
chase of Hughes Aircraft Company were $2.723.5
million, $2.845.8 million, and $3,005.3 million at
December 31, 1996, 1995, and 1994, respectively.
In order to provide additional analyrical data to
the users of Hughes' financial information, supple-
mental data in the form of unaudited summary pro
forma financial data are provided. Consistent with
the basis on which earnings of Hughes available for
the payment of dividends on the GM Class H com-
mon stock is determined, the pro forma data
exclude purchase accounting adjustments related to
General Motors’ acquisition of Hughes Aircraft
Company. Included in the supplemental data are
certain financial ratios which provide measures of
financial returns excluding the impact of purchase
accounting adjustments. The pro forma data are
not presented as a measure of GM's total return on

its investment in Hughes.
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" NAUDITED SUMMARY PRO FORMA FINANCIAL DATA"

VR AR S TNtz I e NEER D
(Dollars in Millions Except Per Share Amounts) 1996 1995 1994
PrO FORMA CONDENSED Total Revenues $15.917.9 514.807.9 $14,099.4
CONSOLIDATED Total Costs and Expenses 14,161.0 13,0545 12,447.0
STATEMENT OF INCOME Income before Income Ta;eé - -17’;69 1,753.4 N 1_6—5221
Income taxes 605.7 6456 7 572.8
Income before cumuEt—i\«r;effect of aécounting change o 1,151 .2_ o 1,16;.87 g 0;5?_
Cumulative effect of accounting change - - (30.4)
Earnings Used for Computation of Available Separate o S
Consolidated Net income $ 1.151.2 $ 1.107.8 $ 1,049.2
Earnings Attributable to General Motors Class H
Common Stock on a Per Share Basis
Before cumulative effect of accounting change $2.88 $2.77 S2.70
Cumulative effect of accounting change - - {(0.08)
Net earnings attributable to General Motors
Class H Common Stock $2.88 $2.77 $2.62
| DECEMBER 31.
(Dollars in Millions ) 1996 1995
Pro Forma CONDENSED ASSETS
CONSOLIDATED BALANCE  Total Current Assets § 7,079.0 $ 6,810.8
Seet Property - Net 2,.886.6 2739.2
Telecommunications and Other Equipment - Net 1,133.5 1,175
Intangible Assets, Investments, and Other Assets - Net 2,6575 2,403.5
Total Assets $13,756.6 $13,128.6
Liabilities and Stockholder's Equity
Total Current Liabilities $ 4,199.6 $ 4,3088
Long-Term Debt and Capitalized Leases 345 258.8
Postretirement Benefits Other Than Pensions, Other Liabilities,
and Deferred Credits 3,066.1 2,881.1
Total Stockholder's Equity (V) 6.456.4 5,679.9
Total Liabilities and Stockholder's Equity () $13.756.6 $13,128.6

-

The summary excludes purchase accounting adjustments related to GM's acquisition of Hughes Aircraft Company.

(1) General Mators’ equity in its wholly-owned subsidiary, Hughes. Holders of GM Class H common stock have no direct rights in the equity
or assets of Hughes, but rather have rights in the equity and assets of GM (which includes 100% of the stock of Hughes).

|

L
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(Dollars in Millions) 1996 1995 1994

PRO FORMA SELECTED TELECOMMUNICATIONS AND SPACE

SEGMENT DaTa Revenues $4,114.9 $3,092.7 $2.596.2
Revenues as a percentage of Hughes Revenues 25.9% 209% 18.4°%
Net Sales $3,992.2 $3,075.8 $2,6338
Operating Profit (1) 259.8 189.2 271.0
Operating Profit Margin (2 _ 6.5% 6.2% 10.3%
Identifiable Assets at Year-End $4,406.7 $3,820.0 $3.217.8
Depreciation and Amortization 194.8 1783 140.8
Capital Expenditures 3) 449.8 436.5 399.3
AUTOMOTIVE ELECTRONICS -
Revenues $5,350.8 $5,561.3 $5,221.7
Revenues as a percentage of Hughes Revenues 33.6% 37.6% 37.0%
Net Sales $5,311.3 $5,479.7 $5.170.6
Operating Profit (1! 654.0 869.0 794.8
Operating Profit Margin () 12.3% 15.9% 15.4%
Identifiable Assets at Year-End $3,394.9 $3,2674 $3.429.8
Depreciation and Amortization 195.9 151.4 142.2
Capital Expenditures 196.0 2647 166.4
AEROSPACE AND DEFENSE SYSTEMS -
Revenues $6,338.4 $5,945.4 $6,023.6
Revenues as a percentage of Hughes Revenues 39.8% 40.2% 42.7%
Net Sales $6,3315 $5,899.7 $6,007.3
Operating Profit (1 694.7 688.0 663.6
Operating Profit Margin (2) 11.0% 11.7% 11.0%
Identifiable Assets at Year-End $5,296.9 $5,369.7 $4,262.4
Depreciation and Amortization 157.6 1320 158.5
Capital Expenditures 1711 109.8 159.5
CORPORATE AND OTHER
Operating Loss (1) $ (14.2) $ (78.9) $ (99.0)
Identifiable Assets at Year-End €58.1 6715 935.2

.

The summary excludes purchase accounting adjustments related to GM's acquisition of Hughes Aircratt Company.

Certain amounts for 1995 have been reclassified to conform with 1996 classifications.

(1) Net Sales less Total Cost and Expenses other than Interest Expense. i

(2) Operating Profit as a percentage of Net Sales. !

(3) Includes expenditures related to telecommunications and other equipment amounting to $187.9 million, $274.6 million,
and $255.8 million, respectively. ’ '
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%NAUDITED SUMMARY PRO FORMA FINANCIAL DATA*

(concluded)

{Dollars in Millio~s Zxcent L __YEARS ENDED DECEMBER 3 ; I
Per Share Amounts, 1996 1995 1994 1993 1992
PrO FORMA SELECTED Operating profit (loss) $1.594 $1.667 $1.630 $1,460 $(194)

Financiae Data income (Loss) before income taxes

and cumulative effect of

accounting changes $1.757 $1.753 $1.652 $1.494 $(127)
Earnings (Loss) used for

computation of available

separate consolidated

net income (loss)™” $1,151 $1,108 $1,049 $ 922 $(922)
Average number of GM Class H

dividend base shares (1) 3999 399.9 399.9 399.9 399.9
Stockholder's equity ™~ $6,456 $5,680 $4,971 $4,199 $3,562
Dividends per share of GM

Class H common stock $0.96 $0.92 $0.80 $0.72 $0.72
Working capital $2,879 $2,502 $2.696 $2,165 $1,692
Operating profit (loss) as a

percent of net sales 10.1% 11.3% 11.6% 10.9% (1.6%)
Pre-tax income (loss) as a

percent of net sales 11.2% 11.9% 11.8% 11.1% (1.0%)
Net income (loss) as a

percent of net sales™” 7.3% 7.5% 7.5% 6.9% (7.6%)
Return on equity™™ 12! 19.0% 20.8% 229% 23.7% (21.9%)
Income (Loss) before interest

and taxes as a percent of

capitalization - 27.0% 29.8% 329% 331% (1.3%)
Pre-tax return on total assets (9 13.1% 14.0% 14.5% 13.6% (1.2%)

e e a——

The summary excludes purchase accounting adjustments related to GM's acquisition of Hughes Aircraft Company.

** Includes unfavorable cumulative effect of accounting changes of $30.4 million in 1994 and $872.1 million in 1992.

(1) Class H dividend base shares is used in calculating earnings attributable to GM Class H common stock on a per share basis.

This is not the same as the average number of GM Class H shares outstanding, which was 98.4 million in 1996.

(2) Earnings (Loss) Used for Computation of Available Separate Consolidated Net Income (Loss) divided by average stockholder's equity
(General Motors' equity in its wholly-owned subsidiary, Hughes). Holders of GM Class H common stock have no direct rights in the
equity or assets of Hughes, but rather have rights in the equity and assets of GM (which includes 100% of the stock of Hughes).

(3) Income (Loss) befare interest and income taxes divided by average stockholder's equity plus average total debt.

(4) Income (Loss) before Income Taxes divided by average total assets.
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R ESPONSIBILITIES FOR CONSOLIDATED FINANCIAL
STATEMENTS AND INDEPENDENT AUDITORS' REPORT

RESPONSIBILITIES FOR CONSOLIDATED FINANCIAL STATEMENTS

The following consolidated financial statements of Hughes Electronics Corporation and subsidiaries were prepared by management which is
responsible for their integrity and objectivity. The statements have been prepared in conformity with generally accepted accounting principles and,
as such, include amounts based on judgments of management.

Management is further responsible for maintaining 2 system of internal accounting controls that is designed to provide reasonable assurance that
the books and records reflect the transactions of the companies and that its established policies and procedures are carefully followed. Perhaps the
most important feature in the system of conrtrol is that ir is conrinually reviewed for its effectiveness and is augmented by written policies and guide-
lines, the careful selection and training of qualified personnel, and a strong program of internal audit.

Deloitte & Touche LLP, an independent auditing firm, is engaged to audit the consolidared financial statements of Hughes Electronics
Corporation and subsidiaries and issue reports thereon. The audit is conducted in accordance with generally accepted auditing standards which com-
prehend the consideration of internal accounting controls and rests of transactions to the extent necessary to form an independent opinion on the
financial statements prepared by management. The Independent Auditors’ Report appears below.

The Board of Directors, through its Audit Committee, is responsible for assuring that management fulfills its responsibilities in the preparation of
the consolidated financial statements and engaging the independent auditors. The Committee reviews the scope of the audits and the accounting
principles being applied in financial reporting. The independent audirors, representatives of management, and the internal auditors meet regularly
(separately and jointly) with the Committee to review the activities of each, to ensure that each is properly discharging its responsibilitics, and to
assess the effectiveness of the system of internal accounting controls. It is management’s conclusion that the system of internal accounting controls
at Dedember 31, 1996 provides reasonable assurance that the books and records reflect the transactions of the companies and tha its established poli-
cies and procedures are complied with. To ensure complete independence, Deloirte & Touche LLP has full and free access to meet with the
Committee, without management representatives present, to discuss the results of the audit, the adequacy of internal accounting controls, and the
quality of the financial reporting.

Ml Gz ALl Tk Tewans . st e

Chairman of the Board Vice Chairman Senior Vice President.
and Chief Executive Officer and Chief Financial Officer Treasurer and Controller

INDEPENDENT AUDITORS' REPORT

To The Stockholder and Board of Directors of Hughes Electronics Corporation:
We have audited the Consolidared Balance Sheet of Hughes Electronics Corporation and subsidiaries as of December 31, 1996 and 1995 and the
related Consolidated Statement of Income and Available Separate Consolidated Net Income and Consolidated Statement of Cash Flows for cach of
the three vears in the period ended December 31, 1996. These financial statements are the responsibility of Hughes Electronics Corporation’s man-
agement. Our responsibility is to express an vpinion on these financial statements based on our audits. !
We conducted our audirs in accordance with generally accepted auditing standards. Those standards require that we plan and perform the auditto
obrain rcasonable assurance abour whether the financial statements arc free of material misstatement. An audit includes cxamining, on a test basis, cvi-
dence supporting the amounts and disclosures in the financial statements. An audit also includes assessing the accounting principles used and significant ,
estimates made by management, as well as evaluating the overall financial statement presentation. We believe that our audits provide a reasonable basis
for our opinion.

|
In our opinion, such financia starements present fairly, in all marterial respects, the financial pasition of Hughes Electronics Corporarion and sub- ‘;
sidiaries at December 31, 1996 and 1995 and the results of their operations and their cash flows for each of the three years in the period ended |
December 31, 1996 in conformity with generally accepted accounting principles. ]

As discussed in Note 1 to the consolidated financial statements, effective January 1, 1994 Hughes Electronics Corporation changed its method of ;

accounting for postemployment benefits.
004(22‘2 - Toveeds LLF

Los Angeles, California
January 28, 1997 !
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C ONSOLIDATED STATEMENT OF INCOME AND
AVAILABLE SEPARATE CONSOLIDATED NET INCOME

YEARS ENDED DECEMEER 31,

(Doliars in Millions Except Per Share Amounts) 1996 1995 1994
ReVENUES Net sales '
Outside customers $10,661.5 $ 9,528.8 $ 92,1087
General Motors and affiliates 5,082.6 5.185.5 4,953.6
Other income - net 173.8 57.5 37.1
Torvat ReveNuEs 15,9179 14,771.8 14,0994
CosTs AND EXPENSES Cost of sales and other operating charges,
exclusive of itemns listed below 12,0839 11,3251 10,943.4
Selling, general, and administrative expenses 1,505.6 1,234.2 1,018.3
Depreciation and amortization 560.3 487.7 470.2
Amortization of GM purchase accounting adjusthents
related to Hughes Aircraft Company 122.3 123.4 123.8
Interest expense - net 11.2 75 15.1
Total Costs anp Expenses 14,283.3 13,1779 12,570.8
{NCOME BEFORE INCOME TaxXES 1,634.6 1,593.9 ) 1,528.6
Income taxes 605.7 6456 572.8
income before cumulative effect of accounting change 1,028.9 948.3 955.8
Cumulative effect of accounting change — — (30.4)
NET INCOME 1,028.9 948.3 9254
Adjustments to exclude the effect of GM purchase accounting
adjustments related to Hughes Aircraft Company 122.3 1569.5 123.8
EARNINGS USED FOR COMPUTATION OF AVAILABLE SEPARATE
CONSOLIDATED NET INCOME $ 1,151.2 S 1,107.8 $ 1.049.2
AVAILABLE SEPARATE Average number of shares of General Motors Class H
ConsoLipateo Nev Common Stock outstanding (in millions) (Numerator) 98.4 95.5 921
ncome Class H dividend base (in millions) (Denominator) 399.9 399.9 399.9
Available Separate Consolidated Net Income $ 2833 S 2646 $ 2416
EARNINGS ATTRIBUTABLE Before cumulative effect of accounting change $2.88 $2.77 $2.70
7O GeneraL MOTORS CLASS  Cymulative effect of accounting change — S— (0.08)

H COMMON STOCK ON A

Net earnings attributable to General Motors
Per SHARe Basts

Class H Common Stock $2.88 $2.77 $2.62

Reference should be made to the Notes to Consolidated Financial Statements
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C ONSOLIDATED BALANCE SHEET

DECEMBER 3.

(Dollars in Millions Except Per Share Amount) 1996 1995
AssEeTs CURRENT ASSETS '
Cash and cash equivalents S 1,161.3 $ 11395
Accounts and notes receivable
Trade receivables (less allowances) 1,200.6 1,235.6
General Motors and affiliates 1134 1467
Contracts in process, less advances and progress
payments of $1,010.4 and $1,327.2 2,507.1 2,4692
Inventories (less allowances) 1.528.5 1,2255
Prepaid expenses, including deferred income taxes of $428.0 and $484.4 568.1 594.3
Total Current Assets 7.079.0 6,810.8
Property - Net 2,886.6 2,7392
Telecommunications and Other Equipment, net of
accumulated depreciation of $362.3 and $274.5 1,133.5 1,175.1
intangible Assets, net of amortization of $1,579.1 and $1,415.1 3.466.0 3,573.7
Investments and Other Assets - principally at cost (less allowances) 1.915.0 1,675.6
Total Assets §16,480.1 . $159744
LIABILITIES AND CURRENT LIABILITIES
STOCKHOLDER'S Accounts payable
Eaquity Outside S 8964 $ 7487
General Motors and affiliates 275 52.2
Advances on contracts 868.9 838.3
Notes and loans payable 248.1 4325
Income taxes payable 1329 190.8
Accrued liabilities 2,025.8 2,046.3
Total Current Liabilities 41996 4,308.8
Long-Term Debt and Capitalized Leases ' 345 2588
Postretirement Benefits Other Than Pensions 1,658.9 1,610.6
Other Liabilities and Deferred Credits ) 1.407.2 12705

Commitments and Contingencies
Stockholder's Equity
Capital stock (outstanding, 1,000 shares, $0.10 par value)

and additional paid-in capital 6,347.2 6,338.1
Net income retained for use in the business 2,968.8 2,3239
Subtotal 93160 78,6620
Minimum pension liability adjustment (113.5) (108.6)
Accumulated foreign currency translation adjustments (22.6) 27.7)
Total Stockholder's Equity 7 9,179.9 85257
Total Liabilities and Stockholder's Equity $16,480.1 $15.974.4

Certain amounts for 1995 have been reclassified to conform with 1996 classifications.
Reterence should be made to the Notes to Consolidated Financial Statements.
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C ONSOLIDATED STATEMENT OF CASH FLOWS

YEARS ENDED DEZEAUIR 3

(Dollars in Millions) 1996 1995 1994
Casr FLOWS FROM income before cumulative effect of accounting change $1,028.9 S 9483 S 9558
OPERATING ACTIVITIES Adjustments to reconcile income before cumulative
effect of accounting change to net cash provided
by operating activities
Depreciation and amortization 560.3 487.7 470.2
Amortization and adjustment of GM purchase accounting
adjustments related to Hughes Aircraft Company 1223 159.5 123.8
Pension cost, net of cash contributions (1.3) (51.9) 20.3
Provision for postretirement benefits other than
pensions, net of cash payments 40.1 435 78.4
Net (gain) loss on sale of property (23.2) 6.1 143
Net gain on sale of investments and businesses {120.3) (12.9) 3.8
Change in deferred income taxes and other* 130.9 (150.1) {60.1)
Change in other operating assets and liabilities
Accounts receivable 86.7 (147.3) (238.1)
Contracts in process (34.0) (186.2) 111.4
inventories (302.8) (160.1) (27.5)
Prepaid expenses (30.3) 3.0 (15.2)
Accounts payable 122.0 (92.0) 25.8
Income taxes payable (57.9) 160.4 (70.7)
Accrued and other liabilities {13.9) 257.0 (28.2)
Other* (308.0) (272.8) 20.2
Ner CAsH PROVIDED 8Y OPERATING ACTIVITIES 1,199.4 986.2 1.376.8
CasH FLOWS FROM investment in companies, net of cash acquired (28.7) (309.5) (7.0)
INVESTING ACTIVITIES Expenditures for property and special tools (652.3) (545.7) (490.5)
Increase in tefecommunications and other equipment (191.2) (198.9) (351.9)
Proceeds from sale and leaseback of satellite transponders
with General Motors Acceptance Corporation 252.0 - -
Proceeds from disposal of property 96.2 50.6 80.6
Proceeds from sale of investments and businesses - 127.2 36
Decrease (increase) in notes receivable 1.6 (13.6) 206.9
NET CAsH USED IN INVESTING ACTIVITIES T 522.4) (889.9) (548.3)
Cast FLOWS FROM Net decrease in notes and loans payable (393.2) (80.9) 2.1
FINANCING ACTIVITIES increase in long-term debt 13.5 28.0 75
Decrease in long-term debt (29.0) (37.7) (20.8)
Proceeds from sale of minority interest in subsidiary 1375 - -
Cash dividends paid to General Motors (384.0) (368.0) (320.0)
NET CasH UseD IN FINANCING ACTIVITIES {655.2) (458.6) (335.4)
Net increase (decrease) in cash and cash equivalents 21.8 (362.3) 493.1
Cash and cash equivalents at beginning of the year 1,1395 1,501.8 1,008.7
Cash and cash equivalents at end of the year $1,161.3 7 §1,1395 $1,5018

*1994 amounts exclude the effect of accounting change.
Reference shauld be made to the Notes to Consolidated Financial Statements.
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NOTE 1: SUMMARY OF SIGNIFICANT
ACCOUNTING POLICIES

Organization and Consolidation. The consoli-
dared financial statements include the accounts of
Hughes Electronics Corporation (Hughes) and its
domestic and foreign subsidiaries that are more than
50% owned. Investments in associated companies in
which at least 20% of the voting securities is owned
are accounted for under the equity method of
accounting.

Effective December 31. 1985, General Motors
Corporation (General Motors or GM) acquired
Hughes Aircraft Company and its subsidiaries for
2.7 billion in cash and cash equivalents and 100 mil-
tion shares of GM Class H common stock having an
estimated value of §2,561.9 million, which carried
certain guarantees. '

On February 28. 1989. GM and the Howard
Hughes Medical Institute {Institute) reached an
agreement to terminate GM's then-existing guaran-
tee obligations with respect to the Institute’s holding
of GM Class H common stock. Under terms of the
agreement as amended, the Institute received put
options exercisable under most circumstances at §30
per share on March 1, 1991, 1992, 1993, and 1995 for
20 million. 10 million, 10.5 million, and 15 million
sharcs, respectively. The Institute exercised these
put options at $30 per share on March 1. 1991,
March 2, 1992, and March 1, 1993, On February 15,
1995, GM and the Institute entered into an agree-
ment under which GM assisted the Institute in sell-
ing 15 million shares of GM Class H common stock
at §38.50 per share. The March 1, 1995 put aption
expired unexercised.

The acquisition of Hughes Aircraft Company
was accounted for as a purchase. The purchase
price exceeded the net book value of Hughes
Aircraft Company by $4,244.7 million, which was

assigned as follows: $500.0 million to patents and

N OTES TO CONSOLIDATED FINANCIAL STATEMENTS

related technology. $125.0 million to the future eco-
nomic benefits to GM of the Hughes Aircraft
Company Long-Term Incentive Plan (LTIP), and
$3.619.7 million to other intangible assets. including
goodwill. The amounts assigned to patents and
related technology are being amortized on a
straight-line basis over 15 vears and other intangible
assets, including goodwill. over 40 vears. The
amount assigned to the future economic benefits of
the LTIP was fully amortized in 1990.

For the purpose of determining earnings per
share and amounts available for dividends on the
common stocks of General Motors, the amortiza-
tion and disposal. if any, of these intangiblc assets is
charged against earnings ateributable to GM $1-%
par value common stock and amounted to §122.3
million, $159.5 million, and $123.8 million, in 1996,
1995, and 1994, respectively. The 1993 amount
included a $36.1 million charge, included in other
income, for the write-off of such purchase account-
ing adjustments related to the disposition of certain
non-strategic business units.

The carnings of Hughes and its subsidiaries since
the acquisition of Hughes Aircraft Company form
the base from which any dividends on the GM Class
H common stock are declared. These earnings
include income earned from sales to GM and its
affiliates, bur exclude purchase accounting adjust-
ments (see Notes 2 and 7).

On January 16. 1997, GM and Hughes announced
a scrics of planned transactions designed to address
strategic challenges and unlock stockholder value in

the three Hughes business scgments. {See Note 18).

Use of Estimates in the Preparation of the
Financial Statements. Thc preparation of finan-
cial statements in conformity with generally
accepted accounting principles requires manage-
ment to make estimates and assumptions thart affect

amounts reported therein. Due to the inherent
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uncertainty involved in making estimates, actual
results reported in future periods may be based

upon amounts that differ from those estimates.

Revenue Recognition, Sales to General Motors and
affiliates and to outside cusromers nor pursuant to
long-term contracts are generally recognized as
products are shipped or services are rendered. Sales
under long-term contracts are recognized primarily
using the percentage-of-completion (cost-to-cost)
method of accounting. Under this method, sales are
recorded equivalent to costs incurred plus a portion
of the profit expected to be realized, determined
based on the ratio of costs incurred to estimated
total costs at completion. Sales under certain com-
mercial long-term contracts are recognized using
the units-of-delivery method.

Profits expected to be realized on long-term con-
tracts arc based on cstimates of total sales value and
costs at completion. These estimates are reviewed
and revised periodically throughour the lives of the
contracts, and adjustments to profits resulting from
such revisions are recorded in the accounting period
in which the revisions are made. Estimated losses
on contracts are recorded in the period in which
they are identified.

Certain contracts contain cost or performance
incentives which provide for increases in profits for
surpassing stated objectives and decreases in profits
tor failure to achieve such objectives. Amounts asso-
ciated with incentives are included in estimates of
total sales values when there is sufficient informa-

tion to relate actual performance to the objectives.

Cash Flows. Cash equivalents consist of highly lig-
uid investments purchascd with original maturitics

of 90 days or less.

"OTES TO CONSOLIDATED FINANCIAL STATEMENTS

Net cash provided by uperating activities reflects cash

payments for interest and income taxes as follows:

(Dollars in Millions) 1996 1995 1994
Interest S 39.6 S 375 § 407
Income taxes 647.9 634.2 686.2

Accounts Receivable and Contracts in Process.

Trade receivables are principally related to long-
term contracts and programs. Amounts billed
under retainage provisions of contracts are not sig-
nificant, and substantially all amounts are collecrible
within one year.

Contracts in process are stated at costs incurred
plus estimated profit, less amounts billed to cus-
romers and advances and progress pavments applied.
Engincering, tooling, manufacturing. and applicable
overhead costs, including administrative, research
and development, and selling expenses. are charged
to costs and expenses when incurred. Contracts in
process include amounts relating to contracts with
long production cycles and amounts receivable
under sales-type leases. and $546.0 million of the
1996 amount is expected to be billed after one vear.
Contracts in process in 1996 also include approxi-
mately §53.8 million relating to claims, requests for
equitable adjustments, and amounts withheld pend-
ing negotiation or scttlement with customers.
Under certain contracts with the US. Government.
progress payments are received based on costs
incurred on the respective contracts. Title ro the
inventories related to such contracts cincluded in
contracts in process) vests with the U.S.

Government.

Inventories. Inventories are stated at the lower of
cost or market principally using the firse-in, first-out

(FIFO) or average cost methods.
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Major Classes of inventories

(Dollars in Millions) 1996 1995
Productive material,

work in process,

and supplies $1.383.1 $1.060.4
Finished product 1454 165.1
~ Total $1,528.5 $1,2255

Property and Depreciation. Property is carried at
cost. Depreciation of property is provided for based
on estimated useful lives (3 to 45 years) generally

using accelerated methods.

Telecommunications and Other Equipment.
Telecommunications and other equipment
includes satellite rransponders and other equipment
subject to operating leases or service agreements.
Such equipment is carried at Hughes’ direct and
indirect manufacturing cost and is amortized over
the estimated useful lives (7 to 23 years) using the
straight-line method. The net book value of equip-
ment subject to operating leases was $412.4 million
and $299.8 million at December 31, 1996 and 1995,

respectively.

intangible Assets. Intangible assets, principally the
excess of cost over the fair value of identifiable net
assets of purchased businesses, are amortized using
the straight-line method over periods not exceeding
40 years. Hughes periodically evaluates the recover-
ability of goodwill and other intangible assets by
assessing whether the unamortized intangible asset
can be recovered over its remaining life through
undiscounted cash flows generated by underlying

tangible assets.

Income Taxes. The provision for income taxes is
based on reported income before income taxes.

Deferred income tax assets and liabilities reflect the

impact of temporary differences berween the
amounts of assets and liabilities recognized tor
financial reporting purposes and such amounts rec-
ognized for tax purposes, as measured by applving
currently enacted tax laws. Provision has been made
for U.S. Federal income taxes to be paid on that por-
tion of the undistributed earnings of foreign sub-
sidiaries that has not been deemed permanently
reinvested.

Hughes and its domestic subsidiaries join with
General Motors in filing a consolidated US. Federal
income tax return. The portion of the consolidated
income tax liability recorded by Hughes is generally
equivalent to the liability it would have incurred on

a separate rerurn basis.

Research and Development. Expenditures for
research and development are charged to costs and
expenses as incurred and amounted to $730.0 mil-
lion in 1996, $761.7 million in 1995, and $699.3 mil-
lion in 1994.

Financial Instruments. Hughes enters into foreign
exchange-forward contracts to reduce its exposure to
fluctuations in foreign exchange rates. Foreign
exchange-forward contracts are accounted for as
hedges to the extent they are designated as. and are
effective as, hedges of firm foreign currency com-

mitments.

Foreign Currency Transactions. Foreign currency
transaction net gains (losses) included in consoli-
dated operating results amounted to $5.4 million in
1996, ($0.5) million in 1995, and ($4.2) million in
1994,

Market and Credit Risk Concentrations. Sales under
United States Government contracts were 34.5%,
35.5%, and 37.6% of net sales in 1996, 1995, and

1994, respectively. Sales to General Motors and affili-
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ates, consisting of various automotive electronic
component parts, were 32.3% of total sales in 1996,
and 35.2% in 1995 and 1994,

Financial instruments which potentially subject
Hughes to concentrations of credit risk consist prin-
cipally of highly liquid investments purchased with
original maturities of 90 days or less. Hughes places
these investments with high-quality counterparties
and, by policy. limits the amount of credit exposure

1o any one counterparty.

Accounting Changes. Effective January 1, 1996,
Hughes adopted Statement of Financial Accounting
Standards (SFAS) No. 123, Accounting for Stock-
Based Compensation, and as permitted by this stan-
dard, will continue to apply the recognition and
measurement principles of Accounting Principles
Board Opinion No. 25 to its stock options. Hughes
has calculated the pro forma effects of applying
SFAS No. 123 and determined that such effects are
not significant in relation to reported net income
and earnings per share.

Effective January 1. 1996, Hughes also adopted
SFAS No. 121, Accounting for the Impairment of
Long-Lived Assets and for Long-Lived Assets to Be
Disposed Of. This Statement establishes accounting
standards for the impairment of long-lived assets,
certain identifiable intangibles, and goodwill related
to those assets 10 be held and used, and for long-
lived assets and certain identifiable intangibles to be
disposed of. The adoption of this new accounting
standard did not have a material effect on Hughes’
consolidated operating results or financial position.

Effective January 1, 1994, Hughes adopted SFAS
No. 112, Employers’ Accounting for Postemploy-
ment Benefits. The Statement requires accrual of
the costs of benefits provided to former or inactive
employees after employment, but before retirement.
The unfavorable cumulative effect of adopting this

Standard was $30.4 million, net of income taxes of

$19.2 million, or $0.08 per share of GM Class H
common stock. The charge primarily related to
extended disability benetits which are accrued on a

service-driven basis.
NOTE 2: RELATED-PARTY TRANSACTIONS

Sales, Purchases, and Administrative Expenses.

The amounts due from and to GM and affiliates
result from sales of products to and purchases of
materials and services from units controlled by GM.
Purchases from GM and affiliates, including com-
puter systems services provided by Electronic Data
Systems Corporation prior to its splir-off from GM.
and common administrative expenses allocated by
GM, amounted to approximately $77.9 million,
$233.7 million, and $257.1 million, in 1996. 1995, and
1994, respectively.

Incentive Plans. Certain eligible employees of
Hughes participate in various incentive plans of GM

and its subsidiaries.
NOTE 3: INCENTIVE PLAN

Under the Hughes Electronics Corporation
Incentive Plan (the Plan), as approved by the GM
Board of Directors in 1987, 1992, and 1995, shares.
rights, or options to acquire up to 20 million shares
of GM Class H common stéck may be granted
through May 31, 1997.

The GM Executive Compensation Committee
may grant options and other rights to acquire shares
of GM Class H common stock under the provisions
of the Plan. The option price is equal to 100% of the
fair market value of GM Class H common stock on
the date the options are granted. These nonqualified
options generally expire 10 years from the dates of
grant and are subject to earlier termination under

certain conditions.
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Changes in the status o outstanding options were as follows:

Shares Under Weighted-Average

GM Class K common stock Option Exercise Price
Qutstanding at January 1, 1994 6,366,008 $25.19

Granted 1,612,640 36.75

Exercised (712,107) 24.48

Terminated (202,220) 3422

Outstanding at December 31, 1994 7064321 27 64

Granted 1,537,350 39.94

Exercised (1,929,393} 24.81

Terminated (14,425) 34.17

Outstanding at December 31, 1995 6,657,853 3129 -
Granted 1,501,900 61.31

Exercised (864,889) 28.58

Terminated (128,075) 42.94

Outstanding at December 31, 1996 7,166,789 $37.70 o
Exercisable at December 31, 1996 4,965,289 $30.40

The following table summarizes information about the Plan stack options outstanding at December 31, 1996:

Weighted-Average Weighted- Weighted-

Range of Numb. Remaining Contractual Average Number Average
Exercise Prices Qutstanding Life (years) Exercise Price Exercisable Exercise Price
$15.00 to $24.99 829,669 4.6 $20.74 829,669 $20.74
25.00to 34.99 2,179,755 55 27.36 2,179,755 27.36
35.00to0 44.99 2,692,090 79 3845 1,955,865 37.89

45.00to 54.99 —_ — — - -_

55.00to 65.00 1,465,275 9.3 61.31 —_— —_
$15.00 to $65.00 7,166,789 7.1 $37.70 4,965,289 $30.40

At December 31, 1996, the maximum number of shares for which additional options and other rights may be granted under the Plan was

2,314,449 shares.

NOTE 4: PENSION PROGRAMS

Hughes’ total pension expense amounted to
$97.5 million in 1996, $39.0 million in 1995, and
$54.9 million in 1994.

Substantially al} the employees of Delco
Electronics participate in the defined benefit pension

plans of General Motors. Plans covering represented

employees generally provide benefits of negotiated
stated amounts for each year of service as well as
significant supplemental benefits for employees who
retire with 30 years of service before normal retire-
ment age. The benefits provided by the plans cover-
ing salaried employees are generally based on years
of service and the employee’s salary history. Certain

nonqualified pension plans covering executives are

OPERATING & FINANCIAL REVIEV,. @
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based on targeted wage replacement percentages and are unfunded. The accumulated plan benetit obligation

and plan ner assers for the employees of’ Delco Electronics are not determined separately: however, GM

charged Delco Elecrronics $53.1 million, $50.9 million, and $93.3 million, for benetits carned by these employ-

ees in 1996, 1995, and 1994, respectively.

Substantially all of Hughes’ non-automotive employees are covered by Hughes' bargaining and non-bargain-

ing defined benefit retirement plans. Benefits are based on years of service and compensation earned dunng a

specified period of time before retirement. Additionally, an unfunded. nonqualified pension plan covers certain

executives. The net pension expense (credit), related to these plans covering non-automotive emplovees.

included the components shown below:

(Dollars in Millions) 1996 1995 1994
Benefits earned during the year $ 1613 $ 1105 S 1467
Interest accrued on benefits earned in prior years 4134 403.6 377.0
Actual return on assets ' (1,253.1) (1,198.3) (104.7)
Net amortization and deferral 722.8 672.3 (457.4)

Net retirement plan expense (credit) $ 444 $ (119 $ (38.4)

Costs are actuarially determined using the pro-
jected unit credit method and are funded in accor-
dance with US. Government cost accounting
standards to the extent such costs are tax-deductible.
SFAS No. 87, Emplovers’ Accounting for Pensions,
requires the recognition of an additional pension lia-
bility to increase the amounts recorded up to the
unfunded accumulated benefit obligation. The
adjustment required to recognize the minimum pen-
sion liability required by SFAS No. 87 is recorded as
an intangible asset to the extent of unrecognized
prior service cost and the remainder, net of applica-
ble deferred income taxes, is recorded as a reduction
of Stockholder’s Equity. At December 31, 1996 and
1995, the additional minimum pension liabiliry
recorded was $210.8 million and $204.9 million,
respectively, of which $113.5 million and $108.6 mil-
lion, respectively, was recorded as a reduction of

Stockholder’s Equity.

Plan assets are invested primarily in listed com-
mon stock, cash and short-term investment funds.
U.S. Government securities, and other investments.

The weighted-average discount rates used in
determining the actuarial present values of the pro-
jected benefit obligation shown in the table on the
following page were 7.5% and 7.25% at December
31, 1996 and 1995, respectively. The rate of increase
in future compensation levels was 5.0% in 1996 and
1995. The expected long-term rate of return on
assets used in determining pension cost was 9.5% in
1996 and 1995.

The table on the following page sets forth the
funded starus of the Hughes non-automotive
employee plans and the amounts included in the
Consolidated Balance Sheet at December 31, 1996
and 1995:

@ OFERATING & FINANCIAL REVIEW



1996 1995
Assets Accumulated Assets Accumulated
Exceed Benefits Exceed Benefits
Accumulated Exceed Accumulated Exceed
(Doliars in Millions) Benefits Assets Benefits Assets
Actuarial present value of benefits based on
service to date and present pay levels
Vested $4,4370 $ 3307 $4,6853 S 3275
Nonvested 403.7 39 2256 4.7
Accumulated benefit obligation 4,840.7 3346 4,910.9 332.2
Additional amounts related to
projected pay increases 549.3 13.8 456.7 11.0
Total projected benefit obligation based
on service to date 5,390.0 348.4 5,367.6 343.2
Plan assets at fair value 7.094.9 70.2 6,397.7 65.9
Plan assets in excess of (less than)
projected benefit obligation 1,704.9 (278.2) 1,030.1 (277.3)
Unamortized net amount resulting from changes ‘
in plan experience and actuarial assumptions (564.0) 208.6 1733 1933 3
Unamortized net asset at date of adoption (106.6) - (161.9) -
Unamortized net amount resulting from changes !
in plan provisions (13.0) 15.9 (13.8) 226
Adjustment for unfunded pension liabilities - (210.8) - (204.9) :
Net prepaid pension cost (accrued liability) $1,021.3 $ (264.5) $1,027.7 S (266.3) :

NOTE 5: OTHER POSTRETIREMENT BENEFITS

Substantially all of the employees of Delco Electronics participate in various postretirement medical, den-
tal, vision, and life insurance plans of General Motors. Hughes maintains a program for eligible non-automo-

tive retirees to participate in health care and life insurance benefits generally until they reach age 65. Qualified

employees who elected to participate in the Hughes contributory defined benefit pension plans may become !
1

eligible for these benefits if they retire from Hughes between the ages of 55 and 65.

The total non-pension postretirement benefit cost of Hughes and its subsidiaries included the components

set forth as follows:

(Dollars in Millions) 1996 1995 1994

Benefits earned during the year $ 362 $ 339 $ 50.1 ‘
interest accrued on benefits earned in prior years 116.5 1233 130.3
Net amortization (11.0) (16.5) 7.6

Total non-pension postretirement benefit cost $141.7 $140.7 $188.0
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The following table displays the components of Hughes’ obligation recognized for postretirement benefit

plans included in the Consolidated Balance Sheet at December 31. 1996 and 1995:

(Doliars in Millions) © 1996 1995
Accumulated postretirement benefit obligation attributable to

Current retirees $ 8083 S 8571

Fully eligible active plan participants 2542 2211

Other active plan participants 562.0 547.5
Accumulated postretirement benefit obligation T ,624.54- o 1,625.7
Unrecognized net amount resulting from changes in

plan experience and actuarial assumptions 103.7 62.4
Net postretirement benefit obligation 1,728.2 1,688.1
Less current portion 69.3 77.5
Net long-term postretirement benefit obligation $1.658.9 $1,610.6

The assumed weighted-average discount rates used in determining the actuarial present value of the accu-
mulated postretirement benefit obligation were 7.56% and 7.25% at December 31, 1996 and 1995, respectively.
The assumed weighted-average rate of increase in future compensation levels related to pay-relared life insur-
ance benefits was 4.5% at December 31, 1996 and 4.4% at December 31, 1995.

The assumed weighted-average health care cost trend rate was 7.91% in 1996, decreasing linearly each suc-
cessive year until it reaches 5.31% in 2006, after which it remains constant. A one percentage point increase in
each year of this annual trend rate would increase the accumulated postretirement benefit obligation at
December 31, 1996 by approximately $150 million, and increase the service and interest cost components of the
1996 postretirement benefit expense by approximately $17 million.

Hughes has disclosed in the consolidated financial statements certain amounts associated with estimated
future postretirement benefits other than bensions and characterized such amounts as “accumulated postretire-
ment benefit obligations,” “liabilities,” or “obligations.” Notwithstanding the recording of such amounts and
the use of these terms, Hughes does not admit or otherwise acknowledge that such amounts or existing postre-

tirement benefit plans of Hughes (other than pensions) represent legally enforceable liabilities of Hughes.
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NOTE 6: INCOME TAXES
The income tax provision consisted of the tollowing;
(Dollars in Millions) 1996 1995 1994
Taxes currently payable
U.S. Federal $390.7 $664.6 $532.2
Foreign 1.2 13.4 103
U.S. state and local 102.8 138.4 100.5
Total 504.7 816.4 643.0
Deferred tax (assets) liabilities - net
U.S. Federal 97.9 (130.0) (62.2)
Foreign ; 03 2.0 1.3
U.S. state and local 28 (42.8) (9.3)
Total 101.0 (170.8) (70.2)
Total income tax provision $ 605.7 $645.6 S$572.8*

* Excluding effect of accounting change.

The deferred income tax benefit in 1994 included a $63.0 million credit that resulted from an adjustment to

ability to realize the benefit from a capital loss carryforward.

Income before income taxes included the following components:

* the beginning of the year valuation allowance because of a change in circumstances with respect to Hughes'

(Dollars in Millions) 1996 1995 1994

U.S. income $1.,547.1 $1,494.7 $1,448.1

Foreign income 87.5. 99.2 80.5
Total $1,634.6 $1,593.9 $1,528.6

The consolidated income tax provision was different than the amount computed using the U.S. statutory

income tax rate for the reasons set forth in the following table:

(Dollars in Millions) 1996 1995 1994
Expected tax at U.S. statutory income tax rate $572.1 §557.9 3535.0
U.S. state and local income taxes . 68.6 62.2 59.3
Purchase accounting adjustments 42.8 55.8 433
Foreign sales corporation tax benefit (27.2) (22.2) (19.2)
Change in valuation allowance - (63.0)
Other (50.6) 8.1) 17.4
Consolidated income tax provision $605.7 $645.6 §572.8*

* Excluding effect of accounting change.
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